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REPLY COMMENTS

Comcast Cable Communications, Inc. and Cox Enterprises, Inc., by their attorneys,

hereby submit their reply comments in the Commission's Third Further Notice of Proposed

Rulemaking in the above-referenced docket ..!.!

I. INTRODUCTION

In their initial comment~, Comcast and Cox demonstrated that the Commission's

establishment of a separate video dialtone price cap basket in the Second Report and Order will

be ineffectual without additional changes to the Commission's accounting rules.J.! Specifically,

the Commission must prescribe the proper allocation of common costs between video and

telephone services. If this critical decision is left to the discretion of a LEC offering video

dialtone, the purpose of the separate price cap basket will be subverted because the LECs have

the incentive and ability to misallocate video costs to telephone services.

The comments filed in I esponse to the Third Further Notice confirm that common cost

allocation must be addressed b: the Commission if the separate price cap basket is to have its

1/ Price Cap Peiformance Review for Local Exchange Carriers; Treatment of Video
Dialtone Services Under Price Cap Regulation, Second Report and Order and Third Further
Notice of Proposed Rulemaking, CC Docket No. 94-1, FCC 95-394 (reI. September 21, 1995)
("Second Report and Order" 01 "Third Further Notice").

2/ Comments of Com:ast Cable Communications. Inc. and Cox Enterprises, Inc..
("Comc-;st and Cox") at 3. . ( iC':'dQ.~Y:-

-~_.- .----- ------_.--_.-.-
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desired effect of minimizing cross-subsidization. l ! A number of these comments are consistent

with Cox's proposal that the Commission allocate LEC network rebuild costs prior to Part 36

jurisdictional separations, with no more than 50 percent of costs allocated to telephone services.

The Commission cannot, as suggested by certain LECs, simply rely on the existing Part

36 rules to ensure the proper allocation of costs.:!! These rules were adopted for pure telephone

networks, not the type of integrated video/telephone facilities at issue here, and therefore

allocate costs primarily to the intrastate jurisdiction. Video dialtone, however is principally an

interstate service, which requires a completely different jurisdictional allocation.

Notwithstanding this significant difference, the Commission has given the LECs discretion to

apply Part 36 rules to video dialtone investments as they choose. Given the tremendous

potential for misallocation that exists under this situation, at a minimum the Commission must

prescribe how Part 36 rules are to be applied by the LECs if the potential for cross-

subsidization is to be reduced.

The Commission also must reject BellSouth's request for exceptions to the separate price

cap basket requirement for trials and for LECs electing a no-sharing optionY BellSouth's

argument ignores the fact that many of the "trials" conducted by LECs involve investments that

are substantially larger than some commercial offerings and therefore have an equal risk of

cross-subsidization. Similarly, the election of a no-sharing option under the LEC price cap

rules does not eliminate a LEC's incentive to misallocate video costs to telephone services

because the productivity factor is based on costs. Therefore, there is no basis for diluting the

requirements applicable to LECs as suggested by BellSouth.

'Jj Comments of the National Cable Television Association, Inc. ("NCTA") at 4;
Comments of the General Services Administration ("GSA") at 8.

4/ Comments of Bell Atlantic at 2-3; Comments of Southwestern Bell Telephone
Company ("SWBT") at 11.

~/ Comments of BellSouth at 2-3.
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II. THE COMMENTS SUPPORT ADOPTION OF A 50/50 ALLOCATION OF
COSTS BETWEEN VIDEO AND TELEPHONE SERVICES.

Comcast and Cox demonstrated in their initial comments that a separate price cap basket

would not be effective without additional changes in the Commission's accounting rules because

LECs still have complete discretion as to the allocation of common costs.2/ As stated by

NCTA:

The allocation issue is the most important policy decision the FCC will make in
this regulatory proceeding. A separate price cap basket is simply a way of
enforcing that decision.7.1

The Commission's failure to prescribe cost allocation procedures shifts the burden of

scrutinizing LEC video dialtone investments to state regulators and increases the potential for

misallocation of costs. Because the Commission's jurisdictional separations rules currently

permit LECs to allocate 75 percent of loop costs to the intrastate jurisdiction, 47 C.F.R. §

36. 154(c), failure to separate video and telephone costs before the jurisdictional separations

process means that the bulk of network rebuild costs may be categorized as intrastate telephone

costs. States will then face the difficult task of determining which of these costs should be

disallowed in determining telephone rates -- even though video dialtone is principally an

interstate service.

An easily administered solution to this problem that has been proposed by Cox is to

allocate 50 percent or more of LEC network rebuild costs to video and up to 50 percent to

telephone services.§/ Existing Part 36 and Part 64 rules then would be applied to each portion

fl./ Comments of Comcast and Cox at 3.

7/ Comments of NCTA at 4.

'§./ Letter from Laura H. Phillips, Esq. to William F. Caton, CC Docket Nos. 87-266
and 94-1 (July 12, 1995) (Attached as Exhibit A). As explained in Cox's Petition for
Reconsideration, the Commission rejected this proposal without analysis in the Second Report
and Order.



- 4 -

of the investment in order to separate nonregulated and intrastate costs. Under this proposal,

telephone and video costs would be clearly distinguished and state regulators would not be

forced to determine which intrastate costs should be disallowed for telephone ratemaking

purposes.

The Cox proposal minimizes the present disparity between the accounting treatment of

LEC Title II video dialtone services and LEC Title VI cable systems. Under the current rules,

a LEC can assign a greater portion of network rebuild costs to telephone services if it offers

Title II video dialtone rather than Title VI cable service because cable service is treated as a

nonregulated service and thus is subject to fully distributed cost treatment under the Part 64 cost

allocation rules. By contrast under the new services test, a LEC can assign to Title II video

dialtone the "incremental" cost of the facility. Given the Commission's goal of ensuring that

telephone ratepayers do not foot the bill for LEC network rebuilds necessary for video services,

the accounting treatment of LEC network rebuilds should be the same, regardless of the

regulatory model under which service is provided.2/ The Cox proposal would achieve this goal

in a manner that minimizes the administrative burden that exists under the current system, in

which the Commission must monitor on a case-by-case basis the varied allocation procedures

employed by the LECs.

Allocating LEC network rebuild costs on a 50150 basis is a fair compromise between the

Commission's desire to spur investment and its duty to prevent cross-subsidization. The

broadband facilities proposed by LECs for video dialtone are not necessary for the provision of

2.1 This analysis applies only to integrated video/telephone facilities. If aLEC
constructs a stand-alone cable system, none of the costs should be borne by telephone
ratepayers. Indeed, telephone ratepayers should be compensated for any use of the telephone
network by the stand-alone cable system (e.g., use of pole attachments and conduit). See
Telephone Company-Cable Television Cross-Ownership Rules, CC Docket No. 87-266, Petition
for Clarification or Reconsideration of Cox Enterprises, Inc. and Comcast Cable
Communications, Inc. (filed September 25, 1995) (seeking confirmation that all costs of a stand
alone cable system will be treated as non-regulated under Part 64 rules and that cable operators
will be afforded access to poles and conduit on the same terms as LECs provide themselves).
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telephone service and the Commission would be wholly justified if it determined that all

broadband costs should be presumptively assigned to video. lQ/ LECs, on the other hand, argue

that video dialtone will not be economically feasible unless the lion's share of the costs are

assigned to telephone services. The 50/50 proposal is a simple, reasonable compromise between

these two competing positions.

Numerous parties filed comments supporting solutions similar to those proposed by Cox.

MCI, for example, agrees that a 50/50 allocation between video and telephone services is a

reasonable approach:

In the context of loop investment, which is likely to be the largest joint and
common cost, a 50 percent allocator can be justified under the theory that the
loop facility is now supporting two loops -- a telephone loop and a broadband
loop. Each splits the cost. llI

GSA agrees that the separation of video and telephone costs should take place prior to

the Part 36 jurisdictional separations process. GSA favors separating video and telephone costs

at the Part 64 level, but its comments demonstrate that the Part 36 rules, if interpreted

correctly, potentially can achieve the same objective ..!1/ As described below, GSA's Part 36

proposal assumes that Category I cable and wire costs will be allocated to telephone services

and Category 2 will be allocated to video, with costs allocated between the two categories based

on bandwidth. The Commission, however, has not prescribed this allocation nor has it even

determined how LECs have been applying the Part 36 rules. Therefore, reliance on the Part 36

rules at the present time is inadequate to prevent cross-subsidization.

10/ The Canadian Radio-television and Telecommunications Commission recently
adopted this type of proposal. Implementation of Regulatory Framework - Splitting of the Rate
Base and Related Issues, Telecom Decision CRTC 95-21 (October 31, 1995).

il/ Comments of MCI Telecommunications ("MCI") at 7-8.

12/ Comments of GSA at 8.
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The comments of MCl and GSA demonstrate that LEC customers have substantial

concerns that they, not LEC shareholders or video customers, will be forced to foot the bill for

LEC video dialtone investments. The mere adoption of a separate price cap basket for video

dialtone is not sufficient to resolve these concerns. Accordingly, the Commission must take

additional steps in this proceeding to ensure a proper allocation of common costs.

III. THE EXISTING PART 36 RULES ARE INADEQUATE TO PREVENT
MISALLOCATION OF VIDEO DIALTONE COSTS.

In the Video Dialtone Reconsideration Order, the Commission recognized that the

existing Part 36 jurisdictional separations rules may be inadequate as LECs begin to deploy

integrated broadband facilities capable of providing a range of voice, video and data services.DJ

Given the importance of the Part 36 separations process, the Commission stated that it would

monitor the LEC's application of Part 36 to video dialtone and conduct a rulemaking to address

separations issues.HI

Notwithstanding the Commission's recognition that concerns exist as to the ability of

Part 36 to function properly when applied to broadband investments, Bell Atlantic and others

insist that the existing Part 36 rules are adequate to ensure that video dialtone costs are properly

assigned to the video dialtone basket.lll As Comcast and Cox demonstrated in their initial

comments, this is not the case.

LECs have not yet disclosed how they are applying the Part 36 rules, but presumably

most network rebuild costs are being allocated between Category 1 Cable and Wire Facilities

12.1 Telephone Company-Cable Television Cross-Ownership Rules, Memorandum
Opinion and Order on Reconsideration and Third Further Notice of Proposed Rulemaking, 10
FCC Rcd 244, 333 (1994) ("Video Dialtone Reconsideration Order").

14/ Id.

~/ Comments of Bell Atlantic at 2-3; Comments of SWBT at 11.
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(C&WF) (exchange line) and Category 2 (wideband). These categories were developed at a

time when LECs operated pure telephone networks and the rules were not intended to

accommodate the type of integrated broadband facilities used to provide video dialtone. As

suggested by AT&T, "because video dialtone is fundamentally different than the basic telephony

services, it may warrant a separate Part 36 category. "1.2!

Section 36. 153(a) of the Commission's rules requires allocation between categories of

C&WF based on "conductor cross section." 47 C.F.R. § 36. 153(a)(1). GSA correctly suggests

that this rule requires an allocation between categories based on bandwidth,!1! but the

Commission has yet to prescribe such an interpretation and it seems highly unlikely that LECs

have interpreted the rules in this manner. The reason for this is that an allocation based on

bandwidth would assign most costs to Category 2, but LECs have a tremendous incentive to

allocate costs to Category 1, because 75 percent of Category 1 costs are allocated to the

intrastate jurisdiction. 47 C.F.R. § 36. 154(c).

The existing uncertainty as to how Part 36 rules apply to video dialtone investments and

the corresponding potential for misallocation explains why many of the LECs argue that no

changes in the Part 36 rules are needed. As recognized by U S West, however, video dialtone

cost allocation issues associated with joint and common investments are Part 36 issues that have

not yet been resolved..!!! U S West's assertion that these are not price cap issues to be resolved

in this proceeding misses the point made by NCTA that price cap rules are simply a method of

enforcing the allocation decisions that must be made by the Commission.!2! Accordingly, if the

separate price cap basket established in the Second Report and Order is to have any effect, the

16/ Comments of AT&T at 8.

17/ Comments of GSA at 7.

18/ Comments of U S West at 3.

19/ Comments of NCTA at 4.
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Commission cannot rely on Part 36 rules until it prescribes how these rules are to be applied to

video dialtone investments.

The Commission could minimize the need to become enmeshed in a case-by-case

resolution of these Part 36 issues by adopting the SO/50 allocation proposal discussed above. If

costs are separated on a SO/50 basis before Part 36 jurisdictional separations, the jurisdictional

separations process becomes much simpler. Telephone costs would be allocated under Part 36

as they are today. Video costs could be allocated between jurisdictions based on the ratio of

interstate channels to intrastate channels, or some other measure that reflects the predominantly

interstate nature of video dialtone This proposal represents a simple way for the Commission

to ensure that intrastate ratepayers are not unfairly burdened with video dialtone investments

without shifting responsibility for this task to regulators in each state where video dialtone,

which is essentially an interstate service, is offered.

IV. THERE SHOULD BE NO EXCEPTIONS TO THE RULES ESTABLISHED IN
THIS PROCEEDING.

In the Second Report and Order, the Commission established an exception to the

separate video dialtone price cap basket requirement for situations in which the LEe's

investment is de minimisJ:Q/ Not content with the de minimis exception, BellSouth asks the

Commission to exempt from the allocation rules adopted here any LEC investment in a video

dialtone trial, as well as any LEC that elects a no-sharing option under the price cap plan.1ll

Both of these would increase the risk that LEC video dialtone facilities would be subsidized at

the expense of telephone ratepayers, and therefore they must be rejected.

20/ Second Report and Order at , 35.

21/ Comments of BellSouth at 2-3.
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The proposed exception for video dialtone trials is simply a variation of the de minimis

exception, but one with an even greater potential for abuse. As shown in petitions for

reconsideration of the Second Report and Order, there is no basis for the de minimis

exception.lll LECs already are required to account separately for video dialtone costs and

reporting these costs in a separate price cap basket should not be a burdensome task.

Furthermore, creating an exception to the requirements adopted in this proceeding increases the

administrative burden for the Commission because it will be necessary to determine whether the

exception applies.

If a de minimis exception is retained, the trial exception would be unnecessary. There is

nothing about a trial versus a commercial offering that reduces a carrier's incentive or ability to

cross-subsidize. Any trial for which a LEC's investment rises above the de minimis level

should be subject to the allocation rules adopted in this proceeding. When a carrier tests video

dialtone on a massive scale, such as U S West's "trial" in Omaha, the facilities constructed are

the same as they would be for a commercial offering and they should be subject to the same

regulatory treatment. u1

The request to exempt LECs that elect a no-sharing option is equally meritless. As long

as the price cap productivity factor is based on costs, LECs will have an incentive to misallocate

costs from video to telephone services.HI By disproportionately allocating costs to telephony, a

LEC can lower its productivity for those services, thereby reducing the productivity factor (and

22/ Petition for Reconsideration of Cox Enterprises, Inc. at 2; Petition for
Reconsideration of MCl at 1.

23/ U S West's "trial" facility, which passes 50,000 homes, cost in excess of $30
million. Under no circumstances should an investment of this magnitude not be subject to the
allocation rules adopted in this proceeding.

24/ See Letter from James O. Robbins, President and CEO, Cox Communications,
Inc., toReed E. Hundt, Chairman, Federal Communications Commission (June 28, 1995)
(Attached as Exhibit B).
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the amount that prices must fall) in subsequent years. Consequently, there is no basis for

exempting any LEC from cost allocation requirements merely because it has elected a no-

sharing option under the price cap rules.

V. CONCLUSION

The establishment of a separate price cap basket for video dialtone is an important step

in preventing cross-subsidization of LEC video dialtone facilities, but standing alone it is

inadequate to the task. As shown in the comments filed in this proceeding, the Commission

will not achieve its goal of protecting telephone customers from the financial burdens of video

investment until it prescribes procedures for the allocation of common costs. The 50/50

allocation proposal advanced earlier in this proceeding represents a reasonable approach that is

both fair and simple. Even if the Commission does not adopt this approach, it cannot rely on

the existing Part 36 rules to prevent misallocation of costs. Furthermore, the Commission

should not dilute the requirements adopted in this proceeding by created unnecessary exceptions

for video dialtone trials and LECs that elect a no-sharing option.

Respectfully submitted,

COMCAST CABLE COMMUNICATIONS, INC.
COX ENTERPRISES, INC.

/ 1

~- .', I
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Leonard; .lkemtedY
Laura H. Phillips
Steven F. Morris

DOW, LOHNES & ALBERTSON
1255 Twenty-Third Street, N.W.
Suite 500
Washington, D.C. 20037
(202) 857-2500

November 20, 1995
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DO~ LOHNES & ALBERTSON
ATTORNEYS AT LAW

1255 TWENTY-THIRD STREET

WASHINGTON. D. C. 20037-1194

~AURA H. PHILLIPS

857-2824

July 12, 1995

VIA MESSENGER
Mr. William F. Caton
Secretary
Federal Communications Commission
1919 M Street
Washington, D. C. 20554

EX PARTE

Re: CC Docket No. 87-266

Dear Mr. Caton:

TELEPHONE (202) 857-2500

FACSIMILE (202) 857-2900

- ...,

-' .

On Tuesday, July 11, Alexandra Wilson and Alexander Netchvolodoff of Cox
Enterprises, Inc. met with Richard Welch, Legal Advisor to Commissioner Chong, to discuss
the Commission's Fourth Further Notice of Proposed Rulemaking in the above-referenced
docket. A copy of the handout distributed during the meeting is attached. This letter was
not filed until today due to the late time of the meeting.

Please contact the undersigned should you have any questions with regard to
this filing.

Sincerely,

~,-,,--g~U'f~
Laura H. Phillips

cc: Richard Welch



COX POS1TJON ON FOlmTJI FURTHER NU1'lCE
IN VJDEO DIAT.TONE nUU~MAJ(lNG ])ROCF..F:D1NG

• The Commission crcatcd the concept or video dialtone in response to the statutory
prohibilion that prevents telcos ii'om providing video programming directly to
subscribers over their own networks. Now that the courts have declared the statutory
ban unconstitutional, tclcmi are n'ee to ofTer video programming over their networks
as Title VI cable operators (subject to llppropJiate safeguards), and all of the goals
1t11iculatcd by the Commission in establishing video dialtonc hnve been met.
Accordingly, Cux believes that there no longer is a need for video dialtonc.

• If the Commission nonetheless determincs that sound policy reasons for video diallone
continue to exist, it must clearly articulate (n) what those policy reasons are, (b) why
tho~e objectives cannot be met through operation ofTitle Vi cable systcms, and (c)
how video dinltone jl; ditlcrent from traditiollill cable service. The Commission also
must make it clear thata~ (i1lcJuding cable operators) c;tn elect to provide vid~()

dinltonc; YIH must not be declared the exclusive province of the teleos.

• The Communications Act unequivocally ~lates that A,elco that oLTers programming
directly to subscribers over il!' own network is Ii "cable operator" providing "cable
service" over a "cable system" pursuant to Tille VI. As the legislative history
demonsll&tcs, moreover, Title VI applies to both the programming service and the
underlying facilities used to provide the programming service. The only portion of 11

teleo video net work that conceivably could be considered n Title U common carrier
service is that portion of the n(~lwmk (if any) offered on a common cnrrier basis to
unaOiliatcd programmers.

• Assuming the Commission olTers tekos (and cable operators) who oner programming
on their networks the option of providing video common cnrriage in addition to cahle
service, the Commission should ensure that its niles do not creote an artificial
regulatory incentive to opt for one business mudel over the other. The decision
whether 10 offer a common carrier pial form to unaffiliated pmgrallUllers should be
hased on business eonsideTiltions which reflcct the real interests of consumers. 1l
should not be reached because plllicy makers have decided to implement an industrial
policy that pushes (through artificinl accounting ur olher rcgulntory incentives) the
owners of vidoo networks 1(lWlll'd video common carriage, even when the bu!\incss
l.:asc docs not suppm l such a result.

• The moS1 inlportant thing the Commissioll can do to ensure that its regulations nrc
neumll with respect to selecting it husiness model is to make it clear that teleos who
choose to olTer video programming uver their own networks will not bc entitled to put
it greater burden on lelcphune ratepayers if they optlO provide a common carrier
platform in addition to cable service thl'ln if they elect to provide cable service alone.
This meftns that the I:CC mlcs used to alloC'll1e the costs oran integrated broadband
fC\(':ility hctwc<.:n telephony nnd video ~crviccs should not be more r"vorable ifvidct)



•

common carriage is offered than if il i!'i not After all) the key ~oal ofcost allocation is
to guftrantec that.~ ratepayers do not foot the bill fbI' an upgrade that is
undertaken principally to add yide.Q capabilitic~ Clearly, the portion urthe upgrade
costs that those rateJ'ayers are required to bear should not depend on whether some of
the video services carried over the network happen to be olTered under Title II while
other~ 81'C offered under Title VI.

• The Commission could achieve lhe desired result of co!;l allocation neutrality by
adopting a few very simple niles·

1. Telcos would be ill/owed to allocate to the telephone ratebase a
maximum of 50 percent of the co~1s ofany future telco upgrade. (This
is an extremely generous alloc.ation of costs for the teleos, since the real
rcason they iU e upgrading their networks is to provide vide(l and other
broadband services, not to add new narrowband services.) The
remaining 50 percent of thc upgrade cost~ would be allocated to video
and other broadband services (whtllhcr regulated or unregulated).

2. The 50 percent of the upgrade costs allocated to videolbroadband
services in tlJm would be assigned among regulated and unregulated
videolbroadband service~ lIsing Part 64 of the FCC's rules. The
portion of costs assigned to regulated videolbroadband services (such
as video common carriage) would then be subjected to the traditional
Paris 36' Rnd 69 analysis in (lrdel' to estAblish ju,;t lind reasonable t"riO'
rates for the regulated services, A schematic diagrAm of the proposal is
aH3ehcd,

• This approllch would be simple to administer, would protect telephone ratepayers from
shouldering an undue portion of the cm:l); elf a broadband upgrade, and would avoid
many of the suhjective judgm~nl calls thnt nre inherent in a morc trnditional Title JI
nnalysis. It also would treat flll faci1itics~based video programmers equally and ensure
that une video network did not hnvc illl ulIlair regulatory advantage over another.

I Cox lIrJlcs the CCIII\lllis"ion 10 iniliulc prQl1Ipll~ ils pfC'mi~ed ~r()(ccdillg It) modir)' Ihe Pan 36
jllll~diCliOJlul SCPi\t:U ions ruk~ 10 1Il.:l.:111l1l1lll<!:1tc: ,'ideo C:OlIllllUII c;lrri"sc: ~er.. ices.
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June 28, 1995

COIl CanmunaDllns. Inc
1~~~ 0"'4 NE
AlIInfa.~ J0319
1*1843·58'1

cox
COMMUNICATIONS

The Honorable Reed E. Hundt
Chairman
Federal Communications Commission
1919 M Street, NW, Room 814
Washington, D. C. 20SS4

Dear Mr. Chairman: ,(

Much is mlde about an assertion that price cap replation ofLECs eliminates their
incentive to cross subsidize new services from their monopoly rate base. Flowin. from
this assertion, it is arped that there is no need for the FCC to impose reasonable cost
allocations between telephony and video dialtoae .-vices beeluse price caps eliminate
~.sub~.. -

Enclosed is • white paper by Snavely KiDa IDd A80ci1tll which debunks this
assertion whether it is bald OIl: (1) the FCC·'....price cap reaime; or (2).
theoretically reformed FCC "pure" price cap fIIime ill which sbIrina options are
eliminated.

First, the FCC'. ailli.. price cap fIIime permitJ LEC. to pall the system by
movins from hip price CIpI with DO sbIriDa to lower price caps with sbarina u their
anticipated ............... shIriaa obIiptions dictate. IfLEC. misallocate costs to
telepboay.. tbabJ IrtiftciIIIy cIepreuiDa telephony eaminp. virtually all of the
productMly ...... tom tbI price cap is lott. In other words. und. the existina
Commi...•• price cap ...... tbI LECs haw fNety iDcentive to transf.- virtually III of
the costs ofVDT to dIIir captive rate base.

Second, evea ifthe CommiHicMI reforms its existina price cap reP- to eliminate
the sharin. options, I01DI...effects ofcrou-tubsidy &om improper cost allocation
will remain because the misallocation ofcommoa COlts to telephony always will deflate
the productivity tidor and of&et the expected decline in replated telephone costs to
consumers.



June 28, 1995
Page Two

Third, under existinljurisdictional sep....tions rules. state reauJaton face 75% of
the consequences ofcost misallocation to telephony without any remedy under the VDT
tariff'process. Moreover, many state reauJaton face chanaes in state law which. under
reform ofstate price caps, forbid the collection ofcost and revenue data needed to address
the local VDT cross-subsidy issues.

Cost accountin& without cost allocation is like Ym without Y1JlI. The
responsibility to confront IDd decide this fimdamentaI public policy iSIUI quite simply
cannot be avoided by claiminl price caps prevent crou-aablidy since, u our analysis
shows, they do not. In liaht oftbia reality, the CommisIioft sboWcI immecUately take
several concrete steps to protect telephone ratepayers: (1) revise Pan 64 IDd 36
accountin& rules to separate all video dialtone COltS ti'om telephone COItI prior to the
jurisdictional separation procea; (2) detmniDe • reuonable aJlocation ofcommon COltS

that must be applied in all VDT Wi&; md (3) impose procedureI that exclude VDT &om
price caps IDd &om all price cap procIuctivity fictor calaalations. , (

Enclosure

cc: The HonorIbIe 1....H. QutIIo
The Honorable ADdnw C. Barreu
The HODOI'IbIe IICbeIle B. Chona
The Honorable SUIIIl N_



.ff.a~ of Yi4eo Dialtoa. cro••-IUb.i4i••
oa 'riae Cap Carrier.

Report by
Snavely, Kinq , Asaociate., Inc.

to Cox Enterprise., Inc.

The video dialtone syst_ prope.ad by a number ot Local

EXchanqe Carrier. (-LlCs-) are not profitable. In LEC tilinqs,

co_on video/telephony co.ts and corporate overhead costs are

undera••iqned to video dial tone. As the.e video dialtone syste.s

are built, they vill b. tinancad and su.tainad by heavy croas

sub.idie. tro. telephony operations.

Th. arqmaant ha. bean _de that cro••-.ub.idie. are o~ no

consequ.nce to ratepayer. ot aonopely telepbona s.rvice. becaus.
"

insulate. conauaer. troa the ettects ot

aisallocation.. Telephone ratepay.rs, it i. &r9\Iad, .re protected

tro. any .ttec:1:a ot overstate co.t., includinq cro.s-subsidi.s ot

video dial tone ..nice., bec:auae the LieI. actual coats and

productivity are not uaecI in the toraula tor updatiJ\9 the price

cap. Ttle toraula .t.ply subtr.~ the pZ'OCluctivity option choaen

by the Lie trail tile inflation rate (s.. riC)UZ'e 1 attached tor

options).

TIle way tI'l1. conslmer insulation i. sUpPOsad to 'lark is

illuatratecl by rivure 2. A carrier electint the -pur.- price cap

option. (i .•• no raquir-.tt to ahare protite above a certain ••ount

with ratepayer.) .u.t ott••t intlation by an annual productiVity

1



tactor ot 5.3 percent, but it may keep any earninq. it can achieve.

Inflation is as.umed to be 3.3 percent annually in this

illustration. Therefore the price cap index decline. 2.0 percent

each year. This is the rate by which the hypothetical carrier

mu.t reduce it. telephone rate•.

The illuatration continu.. by a••uainq that the carrier

actually achieve. a 5.3 percent productivity and thus earn. 13.65

percent each year. However, the rate ot re~, whatever it is,

has no bearinq on the .oveaent of the price cap index.

There are thre. rea.ons vhy the a~t illustrated by ric;ure

2 i. vronq, and vhy video dialton. cro.s-subsieUe. sIA aftect

telephone ratepayen. The thre. rea.OM relate to (1)

jurisdictional .eparationa, (2) inter.tate profitability, and (3)

industry productivity.

1. .luril4iqt;iAMl l.arleiAM

By law, th. rc:c 1IWI~ separate the coats of telephony between

interstate and 1n1:rUut..."ie... At present, there is no

tOJ:1lal rec:OCJIlitioD of vicleo dialtone .ervice. in the 'art 36

sepan~10na nl... To date the allocation ot costs tor video

dialtone are to11ovinq the al1ocatioM contained in the LlCs I

propo" vicleo d1a1ton. tariffs. It th_ proposed tariffs

understate the co.~ ot video dialton., they overstate the cost of

telephon. service.. Existinq ..parationa procedures ('art 36)

allocate approxiaately 75 percent of telephone service co.ts to
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the intr.s~ate jurisdiction. Thus, aach $1.00 overstat..ent ot

telephone costs by reason ot video dialtone cro.s-subsidies

inflate. intra.tate jurisdictional coats by 7SQ.

Wh.ther or not a carri.r choos.s the no sharinq "pur." pric.

cap option tor intarstata sarvice. has ab.olutaly no ettact on

intrastate ra~aaakinq. The only way to protact intrastate

talaphone ratepayars troa payinq tor vidao cUaltone sua.idies i. to

an.ura that intrastata talaphone co.ta do not includ. video

dialtona cost.. To addra•• this is.u., the co_is.ion should.

ravi•• it. Part 64 accountinq rula. to ••parata &11 vid.o dialtona

coat. tro. talaphon. co.ta betor. th.a. cost. ara saparat" by

jurisdiction. Thi. vill ansur. tbat no vid.o dialton. co.ta vili

be supported by intra.tat. t.l.phone rat.pay.r••

2. In1;'nSj.1;, rrpCiSjui1iSjy

Accorclinq to LlC tariff tilin9., the provi.ion at vid.o

dialtone s.rvic. in the initial yun vill incr.... co.ts mar.

than ravenu... TIli. ..rly unprofitability vill influenca the

LlC.· clloice of , ..lce ca, o~iona. M cliac:u••ecI abov., tha "pur."

pric. cap .1oa require. a 5.3 p.rc.nt productivity ott.at and

r ..U1ta in an annual rat. recluction of 2.0 percent. Howav.r, it

tb. carri.r ant1clpat.. tbat video clialton. vill lov.r it. ov.rall

protit., it vill not opt for tb. "pur.· pric. cap option, but will

choo•• on. ot tbe ·sharift9" options tbat doe. not carry such a hiqh

productivity otts.t. Th. carri.r vill opt tor the pric. cap option

3



which miniaiz•• it. total rat. reduc~ion r.quir...n~ a. a r ••ult ot

both the fOr1lula and sbarinq. The carrier will choo•• the low••t

productivity ottset availAbl., unl••• this choic. will cau•• it to

low.r rate. aor. throuqh sharinq than it avoi4. by choo.inq a low

productivity otf••t.

In riqur. 3, it i. a.su.ed that the carri.r initially .arn.

13.65 percent, whiCh is above the 12.25 threahold for .barinq un4er

the tvo sbarine; option.. Bowever, conaistent vith the 4ata tro.

LlC tariffs, riqure 3 a••uae. that vi4eo 4ialtone costa reduce

realized productivity by 3.0 percent to 2.3 percent. This 4rop in ,I

productivity vill cause lower earninqa. Anticipatinq thi.," the

carrier vill choo.e the 4.0 pereent productivity factor, the lowe.t

price cap productivity option. This choice produc.. a net annual

price recluction of only 0.7 percent. Under this optioft.1 _", the

carrier auat ebare earnincJ. between 12.25 and 13.25 percent on a

50/50 ba.i., and it .ust refund all earnings qreat.r than 13.25

percent. In this illustration., video 4ialtone .ervice ba. reduced

the canier'.~ to 12.10 percent. Therefore, sbarinq

depriv_ 1:JIe cantU' of only .275 percenc 1 of it. eaminq. in the

fint year. In the aec:ond and third yean, video dialtone turther

4.pr.... eam1Dlp to 11.95 percent and 11.10 percent,

re.pectively, so the carrier abaz'e. no earninqa whatever.

Since caniera cboo_ one of the thre. price cap option. each

112.10'-12.25' ••55' x 50' • .275'
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year, the adven~ of video dial~one will likely r ..ul~ in a

lIigration of LECs fro. the highest productivity, non-sharinq option

to the lower productivity, sharinq options. Aa d_onstrated by the

first three years of riqure 3, the effect on ratepayers is an

annual price cap adjustaent that is 1.3 percentaq_ points higher

with video dialtone than vithout it.

The Co..isaion can inaulate interstate telephone ratepayers

fro. this effect by i~ainq procedures to exclude video dialtone

revenue. and cost. frOll the eaminqs that are used to ccmpute the

sbarinq obliqation. How.ver, if there is a cross-subsidy, an4 a (.

portion for the c~n costs that should be a••iCJlled to video

dial~one are a••iCJllecl to telephone .ervice., thi. exclusion fails

to resolve the probl_. Telephon••ervice eaminq. vill decline,

and carriers vill opt for th. lav.r price cape in the confidence

that they vill not becc.e subject to eaminq••barinq.

In i~. recen~ price cap order, the ca.ai••ion found ..ri~ in

ba.inq ~ p~Yity off..t in it. price cap aac:bani.. on a

aovinq 5-year avera•• of the industry'S productivity perforaance.

The effect of addinl .iCJllifican~ new video dialton. inputs vithout

a corre.pondinq (in the near tem) incr.... in output. vill b. to

reduce the industry'. productivity perfonlAftce. The MYin9 averaqe

of productivity perfol'1lAllC. vill declin., and with it the

productivi~y off.et.



The consequence ot this .tt.c~ is illustrated in Figure 3 in

'i••rs .. , 5, and 5. Figure 3 asswaes that in Year .. the Co_is.ion

ob••rv•• that the indu.~ry's produ~ivity pertormance ha. fall.n to

2.3 p.rc.nt and the produc~ivity ott••t i. s.t at ehi. l.v.l.

Coabined with an intlation rate ot 3.3 percent, this otts.t allow.

an annual insr.... in rate. ot 1.0 percent, ins~..d ot the 2.0

percent decEl". discus.ed above.

Aqain, the c~ission can insulate t.l.pbone rat.pay.rs tro.

this ettect by t.posinq procedur.. to exclude vid.o dialton.

input. and ou~pu~s tro. th. annual productivity pertorunc. ,

calculation. How.v.r, if ther. ar. cros.-aubsidi•• , .nd video

dialton. co.t. ar. allowed to: inflate tal.pbony input., th.n the

t.l.phon. productivi~ tactor vill decline in .pite ot the

C~i••ion'. .ttorts to .evrevat. th... two line. ot buain.... tor

purpo.e. of rat. ntUlation.

Cpnc1gign

In the at~ illuatratioft, the c:u.alativ. .ix-y.ar .tt.ct

of video d1altone Oft lntentate talepbone ntepay.r i. an incr••••

of 12•• ~~ in their nt... With no vid.o dialton. co.t.,

rat.. fall by 12.0 PI&"CIftt, a. atlCNll Oft l'ifUJ:" 2. with vid.o

dialtofte co.u, rat_ incr.... by 0.9 peReftt. Thi. i. in spit. ot

th. tact that the bypoth.tical LaC: '*Jan, in Y..r 0, •• • "pur."

price cap carri.r. 1101"10'1'1", .ven if the I'CC: c:han9'. it••xistine;

price cap plan by .l1a1M.t1ncJ th. abarlnt options altoqether, the
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adver.e effec~. of cross subsidy from improper cos~ allocation vill

persis~. This is because the telephone pr04u~ivity factor vill be

deflated as described above. Ultimately, vithout reasonable cost

allocations, interstate and intrastate telephone ratepayers will

bear the burden of suppo~inq those cross-subsidies.

7


